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The Treatment of Unamortized Discount and
Premium on Retirement in Refunding
Operations
By Herbert C. Freeman
The opportunity afforded by the present low cost of money to
effect savings in interest charges by refinancing outstanding
obligations renders the treatment of the accounting questions in
volved a question of some importance.
The mathematics of the situation is reasonably simple. The
issuing company must decide whether the money cost on the
proposed new security, taking into consideration the coupon rate,
the maturity and the price, is lower than the coupon rate on the
old security to an extent sufficient to show a net saving after
taking into account the premium which must, in most instances,
be paid on the retirement before maturity of the old security.
The actual money cost of the old security, as reflected in the dis
count at which it was sold and the resultant amount of unamor
tized discount at the date of the proposed refinancing, does not
enter into this calculation, except perhaps theoretically on both
sides of the equation. The disposition of the item of unamortized
discount, however, does enter into the accounting questions
to be considered.
A hypothetical case may be used to illustrate the problem.
Let it be assumed that in 1920, when money rates were high, a
company sold its six per cent thirty year obligations on a seven
per cent basis. The price would have been 87.5276 per cent and
the discount on each million dollars face amount would thus have
been $124,724. The amortization of this discount on a strictly
theoretical basis would have been at the rate of $634.66 the first
half year, $656.87 the second half year and so on, increasing by
3½ per cent compounded each half year until maturity. As a
practical matter, however, the discount would probably be
amortized on the straight-line basis, that is to say, one-sixtieth of
the total amount, or $2,078.73, would be written off each half
year. This method has the advantage of simplicity and of con
servatism, so-called, since it reduces the unamortized discount
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more rapidly in the earlier years. It also results in a uniform
apparent money cost of 6.4157467 per cent on the face amount of
the obligation throughout its life. On this basis one-half of the
discount would have been written off by 1935, leaving a balance
unamortized of $62,362.
Let us further assume that the provision for redemption pre
miums imposed in 1920 was somewhat onerous and that it is still
necessary to pay 110 per cent of the face amount of the obliga
tion to retire it before maturity. The company finds that with
money rates as they are in 1935 it can sell its obligations on a four
per cent basis. It decides to sell bonds with a 4 per cent coupon
at par. To retire the old security, however, it will have to raise
$1,100,000 for each million dollars of the original issue, so that the
effective coupon rate is 4.4 per cent as compared with 6 per cent
on the old security. This, however, does not represent a complete
view of the transaction. The issuance of $1,100,000 of securities
extinguishes a debt of only $1,000,000. It is true that debt does
not mature for fifteen years, but unless there would be a material
difference in the cost of money to the company on a fifteen year
obligation as compared with, say, the thirty year obligation which
can be sold on a four per cent basis, that is not a factor. It is
hardly a practical consideration in any event, since no one can
predict what money rates will be in 1950. The refinancing repre
sents in effect, therefore, on the basis of true money cost, the sale
of a thirty year four per cent obligation at 90.9091 per cent. This
gives a money cost of approximately 4.56 per cent as compared
with the old coupon cost of 6 per cent.
The fact that the cash resources of the company may permit it
to pay the redemption premium and to refinance only an equal
face amount of bonds should not be permitted to obscure the
comparison of money costs. If cash to the extent of the premium
is not needed in the business, it could presumably be permanently
invested. The company’s own 6 per cent bonds should be selling
at a price not greatly in excess of the call price of 110,—certainly
not in excess of 112, which would give a yield of less than ninetenths of one per cent to the next interest date, which we will
assume is the next possible redemption date. At that price the
yield to maturity would be about 4.86 per cent., which could be
earned by the investment of the surplus funds if the old security
were left outstanding. This is even greater than the money cost
of the new security as computed above. If the refinancing is
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carried out, then the application of surplus cash to the payment of
the premium may be regarded as an investment of the funds at
the money cost of the new security—in this assumed case 4.56 per
cent. It will be observed that in the above computation of
comparative cost the unamortized discount has not been taken
into account. The explanation is that the original money cost
basis is no longer a factor. The realistic view for comparison of
money cost is to regard the old bonds as a debt at their face
amount. The unamortized discount thus assumes the position
of a past expense subject either to amortization or writing off
against surplus. However it is treated, it appears on both sides
of the equation as applicable either to the old bonds or the new.
It might affect a purely statistical statement of money cost but
should be disregarded in determining the advantages of refinanc
ing, assuming the term of the new security is at least as long as
the unexpired term of the old.
Nevertheless, the item of unamortized discount should not be
dismissed as having no relation to the problem. There may be a
tendency to keep the face amount of the obligation too definitely
in mind and to overlook the underlying condition in refinancing,
which involves merely a change in the form of capital obligation
without change in the actual capital of the enterprise. In the
case assumed the capital actually raised by the issuance of the
original obligation was $875,276. This has been supplemented by
charges against income to the extent of $62,362, making a total of
$937,638, representing a discount still remaining of $62,362 from
the face amount of the obligation due fifteen years hence. This
aggregate of $937,638 is not changed by the refinancing as against
the $1,100,000 face amount of obligations due thirty years hence
which it is contemplated will be issued to replace the old securities.
To the extent that other funds of the corporation are employed to
render it unnecessary to issue obligations to the full amount of
$1,100,000, they should not be permitted to obscure the facts.
This approach, even though slightly different from the so-called
“realistic” view suggested above (which serves a somewhat dif
ferent purpose) is helpful in the discussion which follows.
(It might be stated for the statistical record that the money
cost of the outstanding security for the remaining fifteen years on
the basis of the present unamortized discount is 6.66 per cent.;
that of the proposed new security, taking this same factor into ac
count, is 4.95 per cent. This comparison shows a saving in money
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cost of 1.71 per cent as compared with the saving of 1.44 per cent
shown by the “realistic” method stated above, due to the spread
ing of the unamortized discount over a longer period. If the old
security is made to bear the entire discount and premium on
redemption, the money cost for the fifteen years it has been out
standing is 8.42 per cent as against 4 per cent on this basis for the
new security,—truly a violent change in the credit standing of the
corporation.)
All this is to some extent preliminary to a consideration of the
accounting questions arising in a refinancing operation. It may,
however, help a little to clarify thought on these questions.
The discount, if any, and the selling expense in connection with
the new issue present no difficulty. They should of course be car
ried as debt discount and expense and amortized over the life of
the new issue. The real problem resolves itself into a decision as
to the correct treatment of the unamortized discount and pre
mium on retirement of the old issue. That this question can not
be settled out of hand is apparent from the fact that the public
utility commissions of the various states, the authorities most fre
quently called upon to deal with this question, do not appear to
be in agreement on it.
The public service commission of Wisconsin, which has in
some respects led the way in matters of accounting, in 1934 pre
pared a tentative draft of a uniform system of accounts for elec
tric companies, containing the following provision with regard to
this matter.
“When one issue or series of bonds is converted into or its re
demption is financed by another issue or series before the date of
maturity of the first issue, any unamortized discount or premium
on the first issue and any premium paid or discount earned on the
bonds retired and converted or refinanced shall be transferred to
the second issue and amortized over the life of the latter, provided,
however, that the amount of discount, premium and expense, on
the issue redeemed, carried to discount and expense or premium
on the new issue does not establish an effective interest rate on that
issue in excess of the effective rate on the obligations retired. In
the event such increase in effective interest were to result, there
shall be transferred to discount or premium on the new issue only
that amount of the discount, premium and expense on the re
deemed obligations that will establish the same effective rate of
interest; and the excess of discount, premium and expense on the
debt retired shall be charged to account 515, loss on redemption of
long-term debt.”
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The Michigan public utilities commission in a recent case has
ordered that the unamortized discount and the premium on re
tirement of an issue which was being refinanced should be amor
tized over the life of the new issue.
On the other hand it has just been reported that the public
service commission of the state of New York, in ruling on an ap
plication of the Long Island Lighting Company, has directed
“that the balance of unamortized debt discount and expense ap
plicable to the bonds to be refunded, upon their refunding, shall be
charged to surplus account, and that the premium to be paid upon
the redemption on January 1, 1936, of the underlying issues of
Public Service Corporation of Long Island and the Long Island
Gas Corporation, upon their redemption, be likewise charged to
surplus account.”
The public utilities commission of Ohio has taken similar
action recently in passing on an application of the Cleveland
Electric Illuminating Company.
While the three last mentioned commissions have no specific
provision covering the matter in their classification of accounts, it
may be assumed that these orders reflect their general attitude on
the subject. Thus we have four outstanding commissions equally
divided on the question.
It might be assumed that the Michigan commission would
permit a company to follow the policy of what may be regarded
as greater conservatism and to write off these items out of surplus.
There appears to be no such latitude in the proposed regulations
of the Wisconsin commission. It may be surmised that the atti
tude of the latter commission is that while such a treatment of the
matter may be more conservative from the point of view of bal
ance-sheet and surplus, it is not necessarily conservative in its
effect upon the statement of future earnings. If it does in fact
tend to obscure the true nature of the charges against income, the
more conservative treatment, so-called, may be incorrect.
Among public accountants, there seems to be the same division
of opinion as among the public service commissions. They seem
to be torn between the desire to show the true historical cost of
money in the income account on the one hand, and reluctance to
carry forward unamortized discount and premium on bonds
refunded as a deferred charge on the other hand, lest by following
this latter course surplus account may be overstated.
There is obviously room for definite differences of opinion on
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this subject. From the point of view of finance in its broader
sense it can be argued that the cost of money today is controlling
and that this cost is distorted if there is superimposed upon it
costs relating to closed transactions of an earlier period. This
argument is not very persuasive because the money cost of the
new security itself becomes merely historical in a very short time.
From the standpoint of continuity of accounting and of the histor
ical financial development of a corporate entity, however, the pre
cisely opposite view is not merely tenable but possibly controlling.
The only true income account of an enterprise is one embracing
its history from inception to liquidation; any unnecessary inter
ruption in the development of this historical record is objection
able from the point of view of this school of thought. The
validity of this method of approach is supported by the process of
reasoning followed in determining the advantage or lack of ad
vantage in refinancing, to which some consideration has been
given.
It has been shown that the determination of the money cost of
the new issue for purposes of comparison with the coupon rate of
the old issue should correctly be made upon the premise that a
face amount of the new issue equivalent to the redemption price
of the old issue is being sold at a price equal to the face amount of
the old issue. From this point of view the premium on the old
issue is in effect a discount on the new issue; regardless of whether
or not the premium is financed out of treasury funds or by the
sale of new securities. Following this argument, the amortization
of the premium over the life of the new issue is entirely logical and
affords an accurate measure of money cost. A similar treatment
of the unamortized discount on the old issue appears to be sup
ported by analogy, although the argument as to this is rather
more theoretical and rests much more soundly on the principle of
the continuous corporate financial history. It can also be argued
with much force that the redemption premium is a necessary cost
to the corporation of the new financing, not merely in the sense
that the new financing can not be done without incurring it, but in
the sense that it is entirely avoidable by waiting till maturity, and
that it must be definitely counted as a cost in deciding whether the
financing shall be done or not. This reasoning, also, is not so clear
as applied to the unamortized discount, since that cost has already
been incurred and was an unavoidable cost of the old financing.
It cannot be recovered but will be absorbed by surplus either in
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one amount or by periodic charges to income. Its statistical rela
tionship to the cost of the “new money” is somewhat forced and
it has no bearing upon the advantage or otherwise of undertaking
to refinance, unless perhaps its incidence upon surplus might be a
matter of concern to any individual company. It has been
shown, however, that it is misleading to consider the matter from
the point of view of the “new money”—that there is in fact no
new money involved, but merely a retention of the capital origi
nally raised. In the light of this thought, the unamortized dis
count on the old issue may reasonably be regarded as applicable to
the new.
There remains, then, the question as to the propriety of carry
ing in the balance-sheet, and thus reflecting in surplus, an item of
a purely intangible nature relating to the extinguishment of a past
liability. A surplus determined on the basis of a balance-sheet
which includes unamortized discount on an outstanding bond
issue is readily defensible. It follows established practice and,
further, can be said to reflect the theory of stating an obligation to
pay certain indebtedness at a future date on the basis of its present
value discounted at the original money cost. The same argument
can not be made with respect either to unamortized discount or
premium on redemption relating to an issue that has been retired.
The accounting principle has not been so well established and
there are, as pointed out above, authorities in conflict on the sub
ject. At the same time, the regulation proposed by the Wiscon
sin commission would go a long way to substantiate the practice,
particularly if it should be adopted by other commissions.
The existence of surplus is very largely a matter of law. While
it can not always be said that what is legal is good accounting, it is
safe to argue that what is good accounting is good law in the ab
sence of any statute or decision to the contrary. It is believed it
can be shown that the Wisconsin commission regulation is good
accounting, even if it should, as seems desirable, be made permis
sive rather than mandatory.
A commission regulation or a rule adopted by accountants gen
erally which definitely required that unamortized discount and
premium on redemption of bonds refunded should be charged to
surplus would in some cases act as a deterrent to economical
refinancing. It might bear with particular hardship upon a case
in which the refunding was not entirely voluntary or carried out
solely from the point of view of reducing fixed charges. Refund
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ing operations are frequently necessary to remove unreasonable
or unwise restrictive provisions imposed upon the company at
the time of the original financing and standing in the way of
legitimate expansion. An undue shrinkage in surplus caused by
a rule of this kind might affect the standing of the junior securities
to an unwarranted extent. Careful consideration should be
given to these points before any inflexible rule is adopted.
Some reference should be made to the tax questions which
arise in refinancing. As so frequently happens, these stand on
an entirely independent basis. The whole theory of the incometax law and its administration in this country has been, with
certain statutory exceptions, based upon the concept of closed
transactions. The retirement of an obligation constitutes a closed
transaction and the internal revenue department has in the past
adopted that view, which has been sustained by the courts.
Profits realized by a corporation upon the repurchase of its own
securities at a discount have been regarded as taxable in the year
in which the repurchase occurred, irrespective of the date of
cancellation of the security. More recently, however, the de
partment has undertaken to make an exception to this rule in
the case of refunding operations and has held that the unamor
tized discount on and the premium on retirement of the old
securities are not proper deductions in the year in which the re
funding occurred but should be amortized over the life of the new
securities. The precedents seem to be against the department
and the decisions have all gone against the government in the
circuit courts, but the question has not as yet been passed on by
the United States supreme court.
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